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ABSTRACT

Microfinance is not simply banking for the poor; it is a development approach with a social

mission and a private sector-based financial bottom line that uses tested and continually

adjusted sets of principles, practices and technologies. The key to successful microfinance

lies in the ability of the provider to cost-effectively reach a critical mass of clients with

systems of delivery, market responsiveness, risk management and control that can generate

a profit to the institution. Typically, this profit is ploughed back to ensure the long-term

survival of the institution, i.e. the continuous provision of services demanded by its clients.

The two long-term goals of microfinance are thus substantial outreach and sustainability.

This article focus on microfinance services practices in Nepal on the basis of opinion

survey.
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1. Background Information

The international community has made a strong commitment to the Millennium

Development Goals (MDGs). Many donor agencies want to know whether microfinance,

or financial services for the poor, is an effective tool for reaching the MDGs. In response,

CGAP launched a study of the empirical evidence on the poor’s access to financial

services and how this access supports the MDGs. This brief summarizes the results of

recent professional studies on the impact of microfinance, recognizing the difficulties of

comparing studies that apply different levels of methodological rigor.

Millennium Development Goals

Reduce the proportion of people living in extreme poverty by one-half.
Enroll all children in primary school.

Eliminate gender disparities in primary and secondary education.
Reduce infant and child mortality rates by two-thirds.

Reduce maternal mortality ratios by three-quarters.

Provide access for all who need reproductive health services.



The Journal of Nepalese Business Studies

e Reverse the loss of environmental resources.

Access to financial services underpins the ability of the poor to achieve the MDGs
on their own terms in a sustainable way. Financial services enable the poor to increase
and diversify incomes, build human, social and economic assets, and improve their lives
in ways that reflect the multidimensional aspects of poverty. Evidence shows that poor
people choose to invest in a wide range of assets: better nutrition, improved health, access
to schooling, a better roof on their homes, and expansion of their small businesses.

The ability to borrow, save, and earn income enhances poor women’s confidence,
enabling them to better confront systemic gender inequities. Existing studies show that
this empowerment takes different forms: In Indonesia, female clients of BRI were more
likely than non-clients to make joint decisions with their husbands concerning allocation
of household money, children’s education, use of contraceptives and family size.

In India, SEWA clients have lobbied for higher wages, the rights of women in the
informal sector, and resolving neighborhood issues. In Bangladesh, Bolivia, Nepal, the
Philippines and Russia, clients of microfinance programs have run for local government
office and won.

2. Research Methods

For the purpose of the study a survey was designed for collecting the data related
to MFI’s sustainability and its impacts. For the purpose of primary data collection a
structured questionnaire survey was done. In this study the questionnaire was distributed to
MFIs manager/field staff, and independent experts of related field. Besides this, focused
group discussion with credit group of MFIs and in-depth interviews with chief of MFIs /
Department (NPC, NRB, CMF, RMDC, NUB, SBB, PGBB, CGBB) were conducted

3. Empirical Study

The study explores various aspect and practices of microfinance services. The study
focus on objectives of MFIs, client selection options, loan procedure, loan repayment and
repayment status, factors contributing on high and low repayment rate, impact assessment

practices and their problems, which are presented as follows:

3.1 MFI s objectives and client selection option

Operational objectives and plans include the product and services that a
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Microfinance institutions offers, its marketing and distributions arrangements, institutional
resources and capacity to meet the target market and clients demand. In this backdrop, the

study has tried to assess main preferences of MFIs.

Table 1: MFI Objectives Preferences and Preferences in the Client Selection

Objectives Mean | Rank| Client selections options | Yes | No [Rank
Generating income of the client | 2.40 1 oor and very poor 341 6 1
inancial sustainability of MFI | 2.72 2 ural area 251 15 2
nterprises growth/job creation | 3.73 3 oth new and existing business| 14 | 15 | 3
omen empowerment 3871 4 ew business 1030 4
Social improvements 3.95 5 xisting business 8321 5
egional/sector development 5.15 6 rban area 9 |31 6
irect poverty alleviation 5.23 7 (Based on multiple choice)

(Rank 1-7, 1 most important and 7 least important, n=40 )
Source : Field Survey

MFIs were asked to rank their objectives according to their preferences. The table
showed that the most important objectives was generating income of the clients, followed
by financial sustainability of the MFI. Regional sector development and direct poverty
alleviation were ranked only sixth and the last rank.

It shows the general tendency of MFIs that give more emphasis on self-employment
and income generating of the client and least priority to direct poverty alleviation. It may
be deduced that in the name of poverty reduction they do not like to risk their institutions
in respect to financial sustainability. MFI branch manages also opined that ultimately other

objectives also contribute to the poverty alleviation.

3.2 Client Selection

Client selection is one of the most important aspects to fulfill their desired objectives.
In above table, MFI clients’ selections and their preferences showed mostly for poor and
very poor and in rural areas rather than urban oriented new and existing businesses. It shows
they were clear about the norms of Micro-finance. But a number of studies (Coleman,
1999, 2004; Amin et.al 2003; and Morduch, 1999) shows that the services of MFI is still
not reached to hard core poor. Nepalese MFIs are not being able the poorest due to the
inability of proper identification of the poor and lack of commitment and clear vision of their

action (ADB/N, 2003). Despite the financial sector liberalization policy of the government
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aimed to encourage financial institutions to contribute in poverty reduction endeavor of
the government, results have not been achieved satisfactory due to various challenges

encountered by the MFIs all over the country. It shows a gap between theory and practice.

3.3 Loan Procedure and Its Status in Various Aspects

There are different products adopted for micro lending. Broadly speaking there
are two types of micro lending accepted internationally. They are individual lending and
peer lending (Harper, 2003). In Grameen Model most of MFIs have adopted peer lending
except few cases. Loans are mutually guaranteed with other borrowers, potential clients
are screened by their peers, little or no analysis is made of the business, loan size and
term closely follows a determined gradual growth curve, and program staff have a distant
relationship with large number of clients are the basic features of peer lending (Grameen
Trust, 2002). In this study average size of loan and duration practice was evaluated and
results are as follows:

Table 2: Average Loan Size and Duration

Loan size Duration of loan
oan amount (Rs) No. Percent [Duration (months) No. |[Percent
5000 - 10000 23 57.5 |6 - 12 months 39 90.0
10000 - 30000 17 425  [12-24 months 1 10.0
otal 40 100.0 [Total 40 100.0

Source : Field Survey

Most of the MFIs (90 percent) branch loan cycle falls on 1 year. The loan was to
be paid within one year in the weekly or fortnightly installment. Majority (57.5 percent) of
the branches average loan size per clients’ falls under Rs. 5000-10,000 followed by 10000-
30,000 by 42.5 percent. It shows more emphasis on micro loan of the MFIs rather than the
macro loan. In some of the cases, MFI have been running their micro-enterprises loan of
Rs. 50,000 to Rs. 100,000 by taking sufficient collateral from the clients. This type of loan
similar to traditional banking loan with collateral. Due to the collateral loan, it may increase
the default rate of MFIs . The reason was that clients with collateral did not felt social
pressure and MFIs may not able to strict monitored and control. MFIs were more attracted
towards this type of loan for reducing their transaction costs. But if they followed collateral
loan, it may degrades the image, values and norms of micro-finance and ultimately it will

increase default rate and MFI may face the same problem of default loan and high volume
4
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of bad debts as two big commercial banks of Nepal faced (RBB and NBL).
3.4 Loan Repayment Rate and Dropout Status

Grameen type lending procedure group size was strictly fixed at 5 and group
formation was used as a means to introduce social changes. Mainly Grameen Replicator in
Nepal does micro lending by forming Grameen type of soldiery groups. Micro-finance is
considered not only as providing credit it used as a tool of social transformations. In this
process, repayment rate was considered as one of the crucial aspects of group effectiveness.
In the study the respondents were requested to estimate their loan repayment rate, which

are as follows:

Table 3: Estimation of Average Loan Repayment Rate and Dropout Status

epayment status | No. of cases | Percent [Dropout rate No.of cases | Percent
ess than 90% 1 2.5 ess than 10% 15 37.5
90%-95% 2 5.0 [10% -20% 19 47.5
95%-98% 3 7.5 [30% - 50% 3 7.5
ore than 98% 34 85.0 [50% and above 1 2.5
otal 40 100.0 |No dropout 2 5.0

Source : Field Survey

Majorities (85%) of the branches have more 98 percent repayment rate. The result
shows that the repayment rate of selected MFI is sound. Mostly MFI did not have to face
arrears amount of loan, which was also matched with their financial reporting and analysis.
But one of the experts (taking responsibility of apex institution) raised doubt towards
MFT’s reporting. MFIs showed positive aspect only for taking and renewing loan from the

wholesale lending agency but the reality may have been different, as opined by him.

3.5 Dropout Status

Performance of an institution is for meeting goals. Sustainability is meeting goals
now and in the long run (Schreiner, 1997). To achieve sustainability, MFIs have to focus
their attention on dropout rate from their program. The higher dropout rate is the signal of
dissatisfaction or the graduation from the program (Yunus, 2003). It threatens the viability and
sustainability of the program that are not kept it under control.

In this backdrop, majority of the branches have (47 percent) faced 10-20 percent
drop out, followed by 37.5 percent facing less than 10 percent drop out. It means the

MFI services may not exactly match with the needs of the clients. The causes of dropout

5



The Journal of Nepalese Business Studies

considered by the members opined in focus group discussions were: small size of loan,
graduation of the clients, alternative income of the clients, migration, husband absent at
home, lack of time for weekly meeting, strict disciplinary rules of MFI and duplication of
the clients.

Thus sustainability of a group is influenced by a host of factors, such as successful
leadership, regular meeting of groups and active participation of members, group saving,
benefits perceived and actually realized by the members, adequacies of loan, enhancement
and income generation. However, the critical factor that makes group members intrinsically
associate with the group is the earning of additional income from activities carried out by

micro-finance.

3.6 Factors Contributing High Repayment Rate

Loan delinquency has become a serious problem faced by the formal financial
institutions. Delinquency of loan may affect on interest collection, portfolio management, staff
motivation, and clients’ behavior, operating cost and loan loss provision. The general thinking
is that poor people do not repay loans and they can not pay interest rate high enough to cover
the costs of their loans. But modern MFIs of Bangladesh (GBB, ASA, BRAC, PROSHIKA
etc.) and some grameen replicators of Nepal have already proved the credibility of poor and
demolish the negative beliefs toward poor. Therefore to explore the factors contributing high

repayment rate, the respondents were asked and the result are as follows:

Table 4: Factors of High Repayment Rate and Low Repayment Rate Situation
actors contributing high| Mean | Rank| Factors contributing for low |[Mean|Rank
repayment rate repayment
Group peer pressure 1.90 1 1s-utilization of loan/ 1.67 | 1
contingency situation
Systematic group selection/| 2.03 2 nsuitable micro finance product | 2.05 | 2

basic training (terms and conditions)

egular follow wup and 2.75 3 ack of regular follow up/ 288 3
monitoring of MFI duplication problems
Strict  rule of apex/| 3.80 | 4 arketing problem of output 3,67 4
wholesale institutions
Client future access to loan | 4.30 5 egligence in group formation 268 | 5

orced/voluntary saving 4.80 6 igh interest rate and penalty 485.1 6

ow Interest rate 5.20 7 [nvestment without collateral 5.35] 7

(Rank 1 to 7, 1 most important and 7 least important)
6
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Source : Field Survey

Regarding the causes of high repayment rate in MFIs , group peer pressure followed
by systematic group selection have emerged as the first and second reasons respectively.
Client’s future access to bigger loan, forced /voluntary saving of the client and low interest
rate charged by the MFIs were ranked at fifth, sixth, and the last place respectively.

The result shows that the modern MFIs are capable for successful lending without
any collateral from the client. The design of micro finance schemes and its lending
procedure determine the loan repayment performance of the MFI.

3.7 Factors Contributing Low Repayment Rate

The respondents were also asked about, in what situation would they get normally
low repayment. As presented in the table, mis- utilization of loan/ contingency situation
followed by unsuitable micro finances schemes are placed first and second respectively.
High interest rate and penalty, and investment without collateral were placed sixth and the
last position respectively. [t means mis- utilization aspect of loan should be discouraged by
designing suitable micro finance schemes for them backed up by regular monitoring and
follow up. The cause of non-repayment was not found to be collateral, generally given
high preference by the traditional banking.

3.8 Impact Assessment Practices

Periodic evaluation of the impact of MFI can optimize the limited resources of MFI
(Yunus, 2003). The impact assessment of micro-finance program evaluate the gap between
the desired outcome and actual outcome, without great loss to the institutions Periodic
assessment may help to rectify the shortcomings immediately. There is no formal impact
assessment program in the selected MFIs. However, this study, tried to explore existing
practice of impact assessment and its indicators at the enterprise and the individuallevel.

Table: 5 Impact Assessment Indicators on Individual and Enterprises Level

Impact Assessment Indicators | Mean | Rank [Indicators- Enterprises| Mean | Rank
-Individual level Level
ncome and employment 1.28 1 mployment creation 2.10 1
Saving and asset accumulation 1.30 2 [Sales/profit 2.18 2
mpowerment (education) 1.50 3 [|Asset accumulation 2.13 3
Changes 1n attitude and knowledge 1.60 4 roduced output 3.62 4

(Rank 1 to 4, 1 for most important and 4 for least important)
Source : Field Survey

MFTs did not appear to emphasize impact assessment. In case of impact assessment
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held at individual level, income and employment, saving and asset accumulation,
empowerment, changes in attitude and knowledge, were ranked from first to fourth
respectively. Similarly at the enterprise level employment creation, generated income/
sales, asset accumulation, and engaged production output were ranked as indicators from
first to fourth respectively. It shows the different basis of impact assessment at enterprise
and individual level.

3.9 Result of the Impact
The respondents were asked about the level of impact normally seen either on
individual level or at enterprises level. The results were as follows:

Table 6: Result of Impact Normally Observed

Result of impact normally observed No.of cases Percent
Enterprises level 6 15.0
Borrower level 30 75.0
Both enterprises and borrowers 4 10.0
Total 40 100.0

Source : Field Survey

As presented in the table, majority (75 percent) opined that the impact could be
seen at borrower level followed by enterprises level (15 percent) and both in enterprises and
individual level (10 percent). It shows that the impact is mostly observed at individual level
rather than at enterprise level. The main cause may be due to small loan size and generally

for a very short period (maximum for one year).

3.10 Objectives of the Impact Assessment
The respondents were asked about the probable objectives of the impact assessment,
which were opined as follows

Table 7: Objectives of the Impact Assessment

Objectives No. of Cases Percentage
Learn about program effectiveness 20 50
Research on market and client need 10 25
Fund optimization 8 20
Do not know 2 5

Source : Field Survey
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Majority of the respondents cited learning about the program effectiveness as their
main reason for impact analysis followed by researching the market and clients as the

second reason of impact assessment. The least reason found to be for fund optimization.

3.11 Factor Preventing Impact Assessments
Currently MFIs did not seem to be conducting impact assessments of their
activities and program. In this perspective, they were asked about the main problem in

impact assessments:

Table 8: Factor Preventing Impact Assessments

Main factors Mean Std. Deviation Rank
Lack of staff/expertise 3.62 2.07 1
Funding for the work 3.87 2.10 2
Lack of clear baseline survey 3.90 2.31 3
Unclear objectives of MFI 4.00 2.15 4
Transparency problem 4.08 1.70 5
Accounting problem 4.18 2.08 6
Cooperation of client 4.80 1.75 7

Source : Field Survey

As presented in the table, lack of staff and expertise followed by funding for the
works were reported as the first and second factors inhibiting impact assessment. Similarly
accounting problem and cooperation of the client were rated as the sixth and seventh
preventing assessments respectively.

It shows that MFIs may not have any special staff, expertise and financial
resources for impact assessment and there is no compulsion of impact assessment from the

regulatory point of view.

An effective apex micro-finance institution could play an important role in ensuring
the effective channeling of funds to targeted NGOs/MFIs and borrowers at reasonable
interest rates. Sustainability of the micro-finance sector is important and should be the
ultimate goal of any strategy to strengthen the sector.

4. Conclusions

Micro-finance leads to social and economic changes in the borrowers after the
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participation in the programs. Increasing income among borrowers results increase in food
sufficiency, consumption of nutrient food, good caring of children health, health awareness
and preventive measures of health, good education of the children, repair and maintenance
of home.

Involvement in the MFIs program increases in income and associated with

increases in saving, investment and asset accumulations. Clients have alternative sources
of financing and need not to depend upon moneylenders. Comparatively the borrowing was
possible at low rate of interest.
Increase in income leads to an improvement in consumption pattern, the study show micro-
finance leads to an increase in expenditure on human capital. The sustainability capacity
of the MFIs has been improving gradually, which was backstopping by its clients positive
social and economic changes, empowerment of women, cost recovery of the MFIs branches
and their increasing outreach.

Credit plus approach provides an effective and cost-effective model for creating
sustainable enterprises among the poor, the ultra poor, and the severely socially excluded.
There is considerable potential for scaling up of the process. Gradual improvements in the
leadership, institutional arrangement, regularity and policy framework, level of outreach,
macro-economic environment, players of micro-finance services and MFIs’ productivity
is leading to overall development in micro-finance creating an environment for poverty
alleviation and rural development. Overhead and office expenses per clients also high in
Nepal. The overall productivity of Bangladesh’s MFIs was in better than in Nepal.

The success stories have been highlighted by most impact assessment studies, the
weaker areas received less attention. Lack of scope for profitable activities in some is
pronounced. There is only a limited opportunity and scope for trading activities in the local
areas through small size of loans. Livestock and agriculture sector have less attraction.
Micro-finance is less successful due to scanty settlements in the hills and mountains. Cases
have been reported of using loans for consumption purposes. The loan given to women is
used and controlled by male members in the family. In some cases, women had extra burden
and tension from the program. Females are used only to get loans and males actually control
the loan. Natual and manmade calamities and health risk seriously effect empowerment.
MFIs usually flows to better off among the poor households and the hard core poor do not
have access to micro-finance services, which is against the norms of the programs.

Thus micro-finance has the potential to have a powerful impact on poverty reduction

and women’s empowerment. However, micro-finance is not a panacea in itself. Other issues
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of development policy and implementation, which effect women empowerment, poverty

reduction, and utility of micro-finance need to be addressed at proper and appropriate

levels.

5. Recommendations for Future Policy Directions

On the basis of this research study the followings recommendations are made to improve

micro-finance services for substantial contribution on poverty reduction and sustainability
of the MFIs.

The government should formulate a national policy of microfinance setting the
vision objectives, strategies and policies and specifying implementation modalities
to direct the micro finance program to accomplish the stipulated objectives.
To expand the additional outreach of microfinance services, it is recommended that
poor, who are still outside the services should be identified by extensive household
survey. There should be no confusion regarding the target clients. Existing NGO
and MFIs should be mobilized in this process.
To increase the outreach of existing MFIs, the government, INGO/ Donor agency
should subsidize social costs of MFIs either on clients’ basis or on time basis until
and unless they reach a level of operating self-sufficiency as these border mission
is beyond the goals or capacity of the MFIs alone. The culture of long term subsidy
should be discouraged and ultimately it should be directed towards financial self-
sufficiency for their sustainability in the long run.
To create healthy competition among MFIs the problem of duplication among
institutions should be avoided immediately. For this local co-ordination network of
MFTs should be established by incorporating credit information of the new clients.
In order to increase clients serving capacity of the MFIs proper planning and
implementation clarifying the authority and accountability of each branch and
staffs should be prepared and monitored time to time effectively.
The motivation level of the field staff should be maintained at high level , they are
the “key scorers” of the micro-finance game
To increase the enterpreneurship and business skill of the clients vocational and
skill enhancement training should be emphasized, since credit without skills may
not be sustainable in the future. For this there should be proper co-ordination with
training delivery government and non-governmental institutions at national,
regional and local level. Basic training at the beginning of the program should be
11
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intensive, it should not be used only for formality for taking credit.

Credit plus approach provides an effective and cost-effective model for creating
sustainable enterprises among the poor, the ultra poor, and the severely socially
excluded, so government and central bank should formulate the policy and program
of credit plus approach of micro-finance specially for the deprived and hard core poor.
To minimize the vulnerability and risk of the client’s micro insurance schemes
and products should be designed by addressing the need of the clients. Awareness
building program should be launched time to time regarding rules, terms, conditions
and provisions of the services.

To strengthen the internal resources of the MFIs, saving schemes should be
diversified. There should not be wide gap between saving interest rate and lending
interest rate in the name of microfinance services. MFIs should be alert about the
competitors and market rate of interest. The effort of MFIs should always be to
minimize their transaction costs.

The existing outreach of MFIs is focused on terai and hilly urban areas rather
than the mountain and rural hills. The government should design a special program
with the provision of subsidies for meeting operational costs in order to motivate
the MFI’s to implement microfinance programs in the remoter mountain and hill
areas. Besides, the MFIs should promote the local NGOs and Cooperatives to
make them capable of carrying out micro-finance program in their areas. Such
NGOs and Cooperatives would be more cost effective and locally oriented than
the MFIs from outside.

The working procedure in the Grameen modality should be reviewed by interacting
with the clients like weekly installment may be changed to fortnightly or monthly
according to the need and desire of the clients

The cause of drop out should be analyzed properly and if the causes are within the
control of MFIs, then it should take necessary action immediately.

WGBB has emphasized more on collateral loan in the initial period, due to which
financial position seems to be better. But actually MFIs should not over emphasize
on collateral lending. It will degrade the image and norms of microfinance
institutions and it may increase the default rate and cause low repayment rate in
the long run.

Impact assessment programs should be introduced periodically in program specific

areas. It will help the MFIs to identify the weaknesses and to rectify in their
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saving lending policy .

Privatization of MFIs should be emphasized. The central bank’s main role should
not be as implementers or operators, its main role is to supervise operations. If the
GBB are privatized, the majority shares may be given to already institutionalize
private sectors MFIs.

Managerial aspects of MFIs should be strengthened. Managerial aspect like
planning, communications,, management information system and financial
management need to be substantially improved in government initiated MFIs if
they are really to be sustainable.

In some cases in the name of women, the resources are controlled by men and. To
cater to such problems, awareness among women should be promoted individually
and collectively.

The government should constitute a micro-finance apex body consisting of
representatives from NPC, NRB, MOF and MFIs as well as micro-finance
specialist /expert to execute national micro finance policy. It should also have
authority to coordinate , supervise and monitor the activities and credit operations
of MFIs. This body may also be authorized to create microfinance fund by pooling
the resource avabilabe from the government as well as donor communities and use
the fund to provide credit to MFI and NGOs.

MFTs should establish /set norms for i) return on APA, ii) ratio of financial cost
and operating cost to APA, number of loan to motivators, outstanding portfolio to
motivators, motivators to total staff and loan size, and iii) amount of transactions
to be carried out at a given level of expenditure for their sustainability. They
should monitor and evaluate their status and performance periodically against the
establish benchmarks.

MFTs should be deeply rooted in micro-finance culture and feeling of compassion,
empathy and concern to the poor. This will reorient them their programs towards
serving the poor. Compared to Bangladesh Nepal lag far behind in operation
though institutions have been created in similar lines.

NRB and the Government of Nepal should initiate monitoring and supervision
of wholesale lending institution to control fund parking and lending wholesale
ledewrs to activise resources more extensively, Otherwise it will be injustice to
hold fund in fixed account for interest income, which is directly affects the overall

microfinance environment.
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e The wholesale lending institutions are working in limited area only To increase the
outreach of whole-sale lending, private sector MFIs may be promoted as wholesale
agencies to deliver credit in the rural areas. Since these institutions have long
experience and network in the field of micro-finance particularly in Western and
Central regions.

e The limit of Rs. 30,000 as microfinance loan set by NRB should be increased as
per the changing need of the clients and the level of inflation.

e NRB need to review policies of MFIs and provide permission of collecting deposit
to MFIs from non-members like in Bangladesh. It will generate greater fund

circulation in the rural areas and fulfill the resource need for financial institutions
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